
















































































Oil and Gas Regulation and Orphaned Wells Office of Conservation -
Department of Natural Resources

Exhibit 13
Wells At Risk of Becoming Orphaned
As of June 30, 2013

Source: Prepared by legislative auditor’s office using SONRIS data.

Implementing and enforcing stronger regulations may result in an increase in the current
population of orphan wells, as many operators may not be able to afford to plug all of their
inactive wells or may have already abandoned the well. However, if implemented, better
methods will ultimately help to reduce the number of orphaned wells in the long-run. For
example, inactive wells will be identified sooner through routine inspections and through better
monitoring of a well’s production. In addition, better enforcement would result in operators
being required to take action once their well goes off production when the likelihood of the
operator having the financial capabilities to address the well are higher. In addition, stronger
regulations to require that all operators provide financial security in an amount sufficient to cover
the cost to plug the well will provide the state with the funding necessary in the event it is
orphaned.
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Objective 2: Has the Office of Conservation effectively

managed the current population of orphaned wells?

OC has not always effectively managed the current population of orphaned wells.
According to OC, it is unable to keep pace with the growing population of orphaned wells.
During fiscal years 2008 through 2013 OC was only able to annually plug an average of 95
orphaned wells even though an average of 170 additional wells were orphaned each year.
Overall, we found the following:

. Because it changed its focus to plug urgent and high priority orphaned wells, OC
is not able to reduce the total population of orphaned wells. Because of the
increased costs associated with plugging higher risk wells, OC has reduced the
number of wells plugged each year. Although focusing on urgent and high
priority wells helps ensure that wells that pose a greater risk are addressed first,
this focus has reduced the number of wells plugged from 177 in fiscal year 2010
to 42 in fiscal year 2013.

. OC did not always conduct required inspections of orphaned wells. Of the 270
wells orphaned from September 2010 to April 2013, OC did not inspect 124
(46%) of 270 orphaned wells within 90 days and 87 (70%) of these 124 were not
inspected at all as of July 2013. In addition, OC did not conduct routine
inspections of 1,630 (76%) of 2,156 orphaned wells every three years in
accordance with timeframes established by the Commissioner. Conducting
inspections is important to ensure that wells are appropriately prioritized for
plugging and that conditions at the well site do not pose a risk to the environment.

. OC has not used $1.5 million in financial security collected from operators whose
wells were orphaned. Although OC has collected financial security on 208
orphaned wells, it has not yet used these funds to plug the wells because they are
waiting on a legal interpretation on how to transfer these funds.

. OC does not routinely recover costs from operators who abandoned wells but
does seek recovery costs from previous operators. Since 1993, OC has recovered
$3.6 million from 13 previous operators of orphaned wells.

. Increasing production fees and identifying other sources of funds, such as permit
fees, civil penalties, and inactive well fees, would help generate additional
funding to help reduce the current population of orphaned wells.
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Because OC changed its focus to plug urgent and high

priority orphaned wells, OC is unable to reduce the Exhibit 14

total population of orphaned wells. Barataria Bay Accident Which
Changed Plugging Focus

OC uses a priority system to determine when to plug
orphaned wells. This system ranks well sites from one (urgent)
to four (low) depending on various risk factors, including
whether the well is leaking, whether the well is a navigational
hazard, and whether the well is within a certain distance of a
public water supply. Since 2011, OC has focused on plugging
urgent and high priority wells since these wells pose the most
environmental and public safety risks. OC shifted its priority
when a barge collided into an orphaned oil well in Barataria
Bay, causing a discharge of oil into the surrounding
environment, as shown in Exhibit 14.

While this focus helps ensure that OC addresses the riskier wells first, it has significantly
decreased the total number of wells OC is able to plug each fiscal year (an average of 33 wells
since 2011) due to the increased costs associated with plugging higher priority wells (an increase
from $26,000 to $163,000 per well average). Exhibit 15 summarizes the number of wells added
to the orphaned population each year versus the number of orphaned wells plugged.

Exhibit 15
Orphan Wells Added Versus Total Plugged
FY 1996 to 2013

B Wells Added to Orphan List B Wells Plugged by OSR Wells Plugged by Other Means

Source: Prepared by legislative auditor staff using information provided by OC.
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As aresult of the decrease in the number of wells plugged each year, the total population
of orphaned wells remained at near constant levels since fiscal year 2011, or slightly over 2,800
wells as shown in Exhibit 16.

Exhibit 16
Number of Orphaned Wells
Fiscal Year 1996 to 2013
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Source: Prepared by legislative auditor’s staff using data from OC.

OC did not always conduct required inspections of
orphaned wells.

According to a September 21, 2010 memorandum, district Conservation Enforcement
Specialists (CESs) are required to inspect orphaned wells within 90 days of orphaning. CESs are
also required to conduct routine inspections of orphaned wells at least once every three years.
However, we found that OC did not always conduct these required inspections as detailed below.

Initial Inspections. The purpose of initial orphan inspections is to assign a priority
rating to the orphaned well. However, of the 270 wells orphaned from September 2010 to April
2013, OC did not inspect 124 (46%) of 270 orphaned wells within 90 days and 87 (70%) of these
124 were not inspected at all as of July 2013. The amount of time these 87 wells had been
orphaned ranged from 130 to 953 days. Conducting these inspections is important to ensure that
wells are prioritized for plugging appropriately.

Routine Inspections. The purpose of routine inspections is to monitor the well site to
determine if the priority rating of the well should be increased if the condition of the well
deteriorates. However, we found that OC did not inspect 1,630 (76%) of 2,156 orphaned wells at
least once every three years in accordance with timeframes established by the Commissioner.
Conducting inspections of orphaned wells is important because if conditions at the well site
deteriorate, the cost of remediating the site would likely increase. In addition, because these
orphaned wells do not have any operator to monitor and maintain the site or to report incidents, it
is important that the state properly inspect and monitor the condition of these wells.
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Recommendation 19: OC should ensure that it conducts inspections to prioritize
orphaned wells within 90 days as required.

Recommendation 20: OC should ensure that it conducts routine inspections as
required by the Commissioner.

Summary of Management’s Response: OC agrees with these recommendations.
See Appendix A for OC’s full response.

OC has not used $1.5 million in financial security collected
from operators who orphaned wells.

As discussed earlier, some operators are required to provide financial security when
issued a permit to drill oil and gas wells. Financial security provides the state with funds to plug
wells in the event that the operator abandons the well. Since financial security went into effect
in July 2000, 208 wells that had financial security in place have been orphaned. Because
financial security was in place, the state was able to collect $1.5 million to plug these wells. OC
placed this money it collected on financial securities into an escrowed account. However, OC
has not used any of this money to plug the associated orphaned wells because it is waiting on a
legal interpretation on how to transfer these funds. OC could use this money to enter into
additional projects to plug these orphaned wells and further reduce the total population. As
shown in Exhibit 17, some of these wells that had financial security collected on them have been
orphaned for over 10 years.

Exhibit 17

Orphaned Wells with Financial Security
Fiscal Year 2001 - 2013

Years Orphaned Number of Wells Percent
0-1 14 6.7%
1-3 88 42.3%
3-5 70 33.7%
5-10 24 11.5%
Over 10 12 5.8%
Total 208 100%
Source: Prepared by legislative auditor’s staff using data from
SONRIS.

Recommendation 21: OC should use available funds from its escrow account to
plug the orphaned wells that had financial security.

Summary of Management’s Response: OC agrees with this recommendation.
See Appendix A for OC’s full response.
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OC does not routinely recover costs from operators who
orphaned wells but does seek recovery costs from previous
operators.

According to a October 21, 2009 memo from the Commissioner to a previous DNR
Secretary, because orphaning wells involves the determination that either no responsible party
can be found or the responsible party is unable to undertake actions ordered by the
Commissioner, recovery from the last responsible party is “inherently unlikely.” Therefore,
although 160 orphaned wells have been plugged voluntarily by operators who orphaned them,
DNR stated that it does not routinely seek recovery costs from responsible parties.

According to the memo, OC does not seek recovery costs from operators who orphaned
wells because OC cannot always identify who the responsible parties are or who their officers or
interest owners are. OC cannot identify these individuals because it does not require that
companies submit detailed information on their annual organization reports. OC requires that all
operators submit an organizational report each year that provides information on owners,
directors, and officers. However, OC does not require social security numbers or other unique
identification information, such as driver’s license numbers, which would help OC better locate
individuals who are associated with orphaned wells. OC also does not seek recovery costs
because, according to OC, when an operator cannot perform site restoration activities ordered
through compliance orders, it is nearly always due to a lack of financial capability.

Exhibit 18
Site Restoration Project

Although OC does not routinely seek to
recover costs from operators who orphaned
wells, it has sought recovery costs from
previous operators. R.S. 30:93 only allows
DNR to seek recovery costs from prior
operators of orphaned wells when the cost of
site restoration exceeds $250,000.>* According
to OC, it is rare for a site restoration project to
exceed this amount. Since 1993, there have
been a total of 13 individual cost recoveries
from previous operators totaling $3,604,209.
Exhibit 18 shows an example of a site
restoration project.

Voluntary site specific trust accounts -
(SSTAS) help ensure operators pay for site restoration costs Accordmg to OC many
orphaned wells may result from larger companies selling low producing wells to smaller
companies because decreased well production may no longer support overhead costs and profit
margins for the larger company. The smaller companies may then abandon these wells once they
are no longer producing because they do not have the funds to properly plug them. Of the total
population of wells (8,682) that have ever been orphaned, 6,537 (75%) were transferred at least
once prior to the orphaned date.

¥ This amount was raised by Act 225 in 2004 from $200,000 to $250,000 at the request of industry.
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Because OC has sought cost recovery from previous operators, some operators who sell
their wells are establishing SSTAs. R.S. 30:88 allows operators selling wells to other operators
to establish voluntary SSTAs to provide a source of funds for plugging wells and restoring sites.
These accounts are usually established because the previous operators do not want to be held
liable for costs in the event the operator purchasing the wells later abandons them. In most
cases, these accounts are funded by the operator purchasing wells, but both parties may also
contribute. The amount of funding needed for the SSTA is based on a site assessment conducted
by an outside contractor who estimates the cost of restoring the site. Once the SSTA is fully
funded® the party transferring the wells and prior owners will not be held liable by the state for
any restoration costs regardless of the total cost. OSR currently manages approximately 56
SSTAs involving 1,004 wells totaling over $66,870,193.

According to OC, no wells with SSTAs have ever been orphaned. Therefore, since a
high percentage of orphaned wells were transferred prior to the orphan date and no wells
associated with SSTAs have ever become orphaned, the legislature should encourage more
operators to establish these voluntary accounts by reducing the minimum site restoration
recovery cost from $250,000 to a lower amount that is more in line with what actual site
restoration costs are estimated to be.

Matter for Legislative Consideration: To encourage operators to enter into
voluntary SSTAs, the legislature should consider decreasing the minimum site restoration
recovery cost amount from $250,000 to one that is more in line with actual site
restoration costs.

Increasing production fees and identifying other sources of
funds would generate additional funds to help reduce the
current population of orphaned wells.

R.S. 30:86 establishes the Oilfield Site Restoration (OSR) Fund to provide funds for site
restoration and plugging costs associated with orphaned wells. The fund was established by
statute in 1993 and is funded primarily*® from a fee on oil and gas production in the state, paid
quarterly by oil and gas operators. Some wells®’ are exempt from paying the fee and other wells
pay a reduced production fee. The production fee consists of $0.015 for every barrel of oil and
condensate produced and $0.003 for every thousand cubic feet of gas produced, equaling

** Funding of the SSTA includes contributions to the account at the time of the transfer and at least quarterly
payments to the account until it is fully funded. The SSTA may be funded with cash or bonds in a form and of a
type acceptable to the commissioner. When transfers of well sites occur subsequent to the SSTA but prior to the end
of the economic life, the commissioner and acquiring party redetermine the cost and agree upon a funding schedule.
*% Other revenue sources are possible such as private contributions, interest earned on the fund, civil penalties or
costs recovered from responsible parties for site restoration, grants, donations, and sums allocated from other
sources. However, according to OC, the primary source is the production fee.

7 Wells that are exempt from severance taxes are also exempt from this fee. Incapable and stripper wells pay a
reduced production fee. These exemptions and reduced fees resulted in approximately $4.4 million in lost revenue
to the fund.
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approximately $4.8 million in fiscal year 2013, or 0.03% of total oil and gas revenue for that
year.”® Exhibit 19 summarizes the amount collected in the OSR Fund since fiscal year 1996.

Exhibit 19
Amount Collected in OSR Fund?® in Millions
Fiscal Years 1996 to 2013

i Fee
Fee Increased 6.1
s60 4| Collection Fee
Suspended Collection
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Source: Prepared by legislative auditor’s office using information from OC.

As the exhibit shows, the production fee was suspended from fiscal years 1998 to 2000
because the fund reached its cap of $10 million. The production fee resumed in fiscal year 2000
when the fund went below $6 million. In 2004, Act 412 increased the fee by 50%. As a result of
the fee increase, annual fee collections increased and, subsequently the total number of orphaned
wells decreased to 2,709 in fiscal year 2009, a decrease of 29%. Despite this increase, the
current production fee is not sufficient to address the current population of orphaned wells, as the
number of wells orphaned each year exceeds the number of wells removed from the orphan list.

Other sources of revenue could also help to increase funding. In addition to
production fees, other states use different sources of funds to plug orphaned wells. According to
an Interstate Oil and Gas Compact Commission (IOGCC) survey in 2008, states use the
following four sources of funds:

1. Fees, including annual fees, permit fees, civil penalties, and fees for inactive wells

2. Public funds, including appropriations and agency operating budgets

*¥ Based on average oil and gas prices and the total amount of oil and gas produced in Louisiana during fiscal year
2013, operators would have received approximately $16 billion in total revenues from the sale of their oil and gas.
The OSR Fund has been raided three times since its inception. In fiscal year 2006, $423,566 was extracted from
the OSR Fund, but this amount was credited back to the fund in FY 2008. The OSR fund was also raided in FY
2009 and FY 2012 for $277,388 and $260,854, respectively; however, according to DNR, these amounts have never
been deposited back into the Fund’s account.
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3. Revenue, including forfeited bonds and proceeds from the sale of any equipment
of value at the plugging site

4. Taxes, including excise taxes and production taxes

Exhibit 20 summarizes what sources of funds the other states we reviewed use to plug
abandoned or orphaned wells.

Exhibit 20
Sources of Funding for Plugging Orphaned Wells in Other States

State Source(s) of Funding
Alaska Operating budget
California Production assessment and idle well (inactive well) fee
Colorado Mill levy imposed on the market value of oil and gas produced
Louisiana Production fee
New Mexico Percentage of severance tax and forfeited bonds

Permit fee, civil penalties, operating budget, forfeited bonds,
salvage
Excise tax of one hundredth of one percent of the gross value of oil

North Dakota

Oklahoma
and gas produced
Pennsylvania Permit fees and surcharges from $100 to $200 per well
Toxas Production taxes, permitting fees, organizational report filing fees
enforcement penalties
. Conservation tax on oil and gas revenue, bond revocations, fines
Wyoming

and equipment sales
Source: Prepared by legislative auditor’s staff using IOGCC information.

As the exhibit shows, states use a variety of sources to generate funding for plugging
wells. For example, Texas’s Oil and Gas Regulation and Cleanup Fund is derived from a
combination of production taxes, permit fees, enforcement penalties and fees for filing
organizational reports. In fiscal year 2012, Texas’s fund received approximately $44.5 million in
revenue. We found that Texas charges higher fees than Louisiana for certain permits and for
filing organizational reports because it adds a surcharge on top of the base fee amount. For
example, in Texas it costs $200 for a permit to drill less than 2,000 feet which is similar to
Louisiana’s permit fee of $252 for wells 3,000 feet or less; however, Texas adds a 150%
surcharge on top of this permit fee to be paid into its orphan well program, which makes the total
permit fee $500. In addition, Louisiana charges all operators a $105 one-time fee for filing its
organizational report, while Texas charges operators a fee of $300 to $1,000 depending on the
operator’s number of wells. However, with the surcharge, the total fee for filing organizational
reports ranges from $750 to $2,500.
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The legislature should consider other sources of funds, such as surcharges on permit fees
and other forms, civil penalties, and fees imposed on inactive wells, to provide additional
funding to address the orphan well population.

Matter for Legislative Consideration: The legislature should consider increasing
the production fee it requires operators to pay for the OSR Fund and increase the cap of

the fund.

Matter for Legislative Consideration: The legislature should consider additional
sources of revenue for the OSR Fund, such as a surcharge on current fees, or dedicating a
portion of other revenue, such as permit fees, civil penalties, or organizational report fees

to the fund.
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GOVERNOR DEPARTMENT OF NATURAL RESOURCES James H AW;,ELSH
OFFICE OF CONSERVATION COMMISSIONER OF CONSERVATION

May 15, 2014

Mr. Daryl Purpera, CPA

Louisiana Legislative Auditor

Post Office Box 94397

Baton Rouge, Louisiana 70804-9397

Dear Mr. Purpera:

I would like to open the Office of Conservation’s response to the final audit report by thanking
the audit team and other staff members of the Office of the Legislative Auditor for their efforts in
working to encapsulate the Office of Conservation’s regulation of oil and gas well operations in
a manner that not only defines the most significant challenges to that regulatory effort, but
provides recommendations and insights on dealing with those challenges moving forward.

The Office of Conservation has already been in the process of addressing several of the concerns
listed in the report. Many of the issues raised in the audit report are being addressed as part of
Conservation’s review of statutes and rules regarding plug-and-abandonment of wells pursuant
to the Louisiana Legislature’s HCR 102 of 2014.

It is important to note that Conservation takes the job of regulating the oil and gas industry
seriously, with field agents conducting an average of about 26,000 site inspections a year (more
than 160,000 were conducted over the period audited) in addition to geologists, engineers,
accountants and other professionals monitoring production, reviewing well designs and assessing
site geology, among other functions. At the same time the office handles new drilling and well
activity, it must also work to find the best ways to manage the information and operations dating
back through the previous century of drilling activity, including some active wells that pre-date
the Great Depression.

Conservation staff and management have been diligent in working to resolve these issues and
will continue seeking a means to do so that does not create unintended consequences such as
sharply increasing the rate of wells having to be declared orphaned.

This audit report provides validation for Conservation’s recognition of those issues, well-
founded suggestions for a path forward, and also an independent viewpoint that may serve as
clear justification for new rulemaking that allows the state to take the next step in the ongoing
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effort to seek ways to adapt regulation to new developments in available technology and to
changing industry practices in continuing to promote responsible operations in the industry.

In light of the foregoing, I would like to address the audit report findings and recommendations
(Audit comments in italics):

Unlike other states, OC'’s current regulations do not require that all operators provide
financial security. Currently, 25% of oil and gas wells have financial security.

Conservation agrees with the recommendations related to this comment. Most producing states,
upon adopting financial security rules, had to make some regulatory accommodation for wells
that pre-existed such rules and Louisiana was no different when adopting financial security rules
in 2000. As was observed in the audit report, Louisiana’s implementation of financial security
rules came much later than other major producing states — some states rules pre-dated
Louisiana’s by more than 75 years — meaning a much larger population of pre-existing wells that
had to be considered when developing financial security rules that would not create the potential
of a massive wave of wells Conservation would likely have to declare orphaned and bring into
the Qilfield Site Restoration Program.

Recommendation 1: OC should consider revising its current regulations and require that
all operators provide financial security or some type of financial assurance on newly permitted
wells or wells with amended permits.

Conservation agrees with this recommendation. Conservation re-visited the issue of financial
security between 2009 and 2011, and had much the same findings as the current audit report.
That effort ran into the same obstacles encountered during the initial rulemaking in dealing with
old active wells without having to declare a massive number of wells as orphaned, thereby
potentially adding to the burden on the OSR Program while removing economic assets and
production. However, recommendations made in this audit report offer a potential path forward
as well as an independent view that can be utilized as justification for new rulemaking to address
the issue in a phased approach as opposed to past attempts that sought a sweeping solution
through a single regulatory mechanism that attempted to address all issues.

OC’s financial security amounts outlined in regulations are not sufficient to cover the cost of
plugging all wells.

Conservation agrees with the recommendations related to this comment. In the 2009-2011 study
mentioned previously, Conservation staff came to a similar conclusion. Few states require
financial security in amounts great enough to cover the cost of plug-and-abandonment of all
wells operated, but Conservation will utilize the audit report as justification and guidance to
initiate a new rulemaking effort that seeks a balanced solution. The key considerations will be
providing for a financial security method that guarantees increased funding for plug-and-
abandonment without creating a burden so great that a sharp increase in the number of wells
Conservation would have to orphan could result, potentially increasing the burden on the OSR
program while removing potential economic assets and decreasing overall production.

Recommendation 2: OC should revise its current regulations to increase the amount for
financial security to be more reflective of the costs to properly plug and remediate orphaned
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well sites. Additionally, financial security amounts should be periodically reviewed and
adjusted to ensure they are reflective of the costs to plug and remediate orphan well sites.
Conservation agrees with this recommendation. Conservation will utilize the audit report as
justification and guidance to initiate a new rulemaking effort that seeks a balance between
sufficient financial security and not placing an unaffordable burden on existing operators. This
issue will also be part of the study conducted under HCR 102 or 2014.

OC did not inspect at least 26,828 (53%) of 50,960 oil and gas wells in accordance with
timeframes established by the commissioner and 12,702 (25%) were not inspected at all during
this timeframe

OC cannot identify the actual number or type of violations cited on inspections because it does
not capture the information in a format that can be easily quantified.

Conservation agrees with the recommendations related to this comment. It should be noted that
the records demonstrate Conservation’s inspectors were active and making inspections
throughout the period — conducting more than 160,000 inspections (site field inspection,
narrative reports, orphan, production, reserve pit) over the audit period. At an average of more
than 26,000 per year, inspectors were making enough site visits to meet the stated goal, but often
had to make multiple visits to new drilling operations (particularly in response to public concerns
during the Haynesville Shale drilling boom), wells being re-worked or sites that had violations,
complaints or incidents — Conservation now recognizes that the aggressive goal it set for itself
may have been too ambitious, and will adopt a more risk-based approach as discussed in the
audit report.

As noted, conversion of the SONRIS database from its original purpose of providing a public
repository of electronic records to a regulatory management tool is a process that is ongoing, and
Conservation will utilized the guidance provided by the audit report in its continuing effort to
make SONRIS an effective tool to quantify the types of violations reported by inspectors.

Recommendation 3: OC should develop standard inspection procedures, including
specific frequencies for inspections and how inspections should be scheduled.
Recommendation 4: OC should monitor districts and hold them accountable for
compliance with inspection frequencies.

Recommendation 5: OC should develop the capability in SONRIS to capture types of
violations cited on inspections.
Conservation agrees with these recommendations. Conservation restructured its Engineering
Division in early 2013 to provide greater focus and management on inspection and enforcement.
At the same time, a standard operating procedure has been under development to establish
methods for monitoring the progress of inspection schedules and routines for the districts to
ensure metrics are in place to gauge district performance. Software development is planned to
assist supervisors and staff with managing and prioritizing this large workload. In the meantime,
Conservation will utilize existing technology to improve in this area.

Recommendation 6: OC should consider developing a risk-based inspection process that
considers non-compliance as a factor in how often a well should be inspected.
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Conservation agrees with this recommendation, and will create standard operating procedures to
better define risk factors used in determining well inspection frequency to better allocate
manpower where it is most needed and effective.

OC has not developed an effective enforcement process that sufficiently and consistently
addresses noncompliance and deters operators from committing subsequent violations.
Conservation agrees with the recommendations related to this finding. Conservation staff and
management agree that a standard operating procedure should be drafted to ensure all violations
reported are properly addressed. It should also be noted that simply counting violations per
operator can lead to mischaracterization of an operator’s efforts to comply with regulations,
especially in light of the fact that a single finding on an inspection, even for a well sign issue or
uncut grass, results in failure of that inspection. This can be a particular issue for large operators
with thousands of wells spread across many parishes. An operator with 1,000 or 2,000 wells
across several parishes may incur several violations over the course of five or six years that is not
necessarily indicative of irresponsible operation.

Recommendation 7: OC should develop formal enforcement procedures outlining what
types of violations should be addressed by what enforcement actions.

Recommendation 8: As part of its enforcement procedures, OC should include criteria for
when and under what circumstances re-inspections should be conducted.

Conservation agrees with these recommendations. Conservation staff has initiated the
development of formal enforcement procedures detailing the enforcement action to be taken for
all types of violations. Previous practice had been variable based on the diverse sets of conditions
presented in each individual case — from well or operator history to site-specific or area-specific
issues or geologic conditions to observations made by field agents. While the case-by-case
approach has certain merits in individual instances, Conservation is in agreement that formalized
procedures are a better and more efficient management tool for the overall well population, and
training is being developed along with standard operating procedures to achieve that end.

Recommendation 9: OC should increase its use of civil penalties, especially for operators
with multiple instances of non-compliance.

Conservation agrees with this recommendation. A standard operating procedure is being
developed to establish and set criteria for civil penalties and evaluate their effectiveness in
ensuring compliance. It is recognized that the goal of enforcement actions is to obtain
compliance, not to serve as a regular source of revenue, and consistent enforcement activities and
ongoing outreach to operators may ultimately result in decreasing the need for civil penalties.

Recommendation 10: OC should develop a reliable and efficient method to identify
inactive wells, which may include requiring operators to report production on a well basis or
periodically obtaining production data on low producing wells from LDR.

Conservation agrees with this recommendation. Staff began work to set up electronic reporting
of inactive wells in 2009, but the effort was delayed pending funding to upgrade SONRIS to
automate the process. Funding has now been identified and Conservation expects to have a
system in place by the end of the calendar year. Staff is working with the state Office of
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Information Technology to develop a system to make tracking and quantifying of inactive wells
more efficient in determining problem areas. Changes made to inspection tracking and
management will also assist with this effort.

Recommendation 11: OC should ensure that operators submit all well test reports as
required by regulations. If OC continues to allow operators to submit two well test reports
instead of the six currently required by regulations, it should revise the regulations to reflect
current practice.

Conservation agrees with this recommendation. Long-standing practice in Conservation had
shifted to requiring two well test reports a year due to the sheer volume of reports from wells
across the state being unmanageable. Well tests were a critical tool in the period when allowables
were a hard cap on production, but since that period, well tests have been required, but no longer
play a significant role toward their original purpose. Conservation viewed organizing and
maintaining that many reports from each well per year as an inefficient use of manpower, but
had not codified that policy in rules. Conservation commits to changing the regulation to match
longstanding practice.

Recommendation 12: If OC continues to allow stripper lease wells and incapable gas
wells in the Monroe Field to be exempt from well tests, it should formalize this exemption in
the regulations.

Conservation agrees with this recommendation. On the issue of submitting well tests from such
fields, again, the sheer volume of reports from the many wells in such fields was found to be
unmanageable, and organizing and maintaining those records was seen as an inefficient use of
manpower, but policy was not codified in rules. In addition, well tests were a critical tool in the
period when allowables were a hard cap on production, since that period, well tests have been
required, but no longer played a significant role toward its original purpose, therefore reporting
only when a new well was brought into production in such fields was determined to be
appropriate. Conservation commits to changing the regulation to match longstanding practice.

Recommendation 1.3: OC should develop a method for operators to submit electronic
inactive well reports so that OC can use these reports to identify inactive wells.

Conservation agrees with this recommendation. Staff began work to set up electronic reporting
of inactive wells in 2009, but the effort was delayed pending funding to upgrade SONRIS to
automate the process. Funding has now been identified and Conservation expects to have a
system in place by the end of the calendar year. Staff are working with the state Office of
Information Technology to develop a system to make tracking and quantifying of inactive wells
more efficient in determining problem areas.

Recommendation 14: OC should ensure that wells identified as having no future utility
are plugged within 90 days as required by regulations.

Conservation agrees with this recommendation. A standard operating procedure is being
developed to establish methods for tracking plugging schedules. In addition, as funds for
upgrading the SONRIS system become available, Conservation’s goal is to create an automated
tracking system to better manage inspector workload for follow up.




Recommendation 15: OC should ensure that when it issues a compliance order to plug a
well, that the operator plugs the well in a timely manner.

Conservation agrees with this recommendation. A standard operating procedure is being
developed to establish methods for tracking compliance orders and deadlines. In addition, as
funds for upgrading the SONRIS system become available, Conservation’s goal is to create an
automated tracking system to better manage inspector workflow utilizing risk-based processes in
making site visits to such wells. In the meantime, Conservation will utilize other technology to
manage compliance tracking.

Recommendation 16: OC should develop a method to track when a schedule of
abandonment or an extension is granted.

Conservation agrees with this recommendation. Conservation does believe it is good policy to
work with operators making good faith efforts to either bring wells back into production or plug-
and-abandon, to ensure the best chance that operators plug such wells without them having to be
moved into the OSR program as orphaned wells. A standard operating procedure is being
developed to establish methods for tracking schedules of abandonment and extensions.

OC does not have sufficient regulations regarding inactive wells with future utility. As a
result, wells can be placed in this status for extended periods of time to avoid being plugged
and are at a higher risk of becoming orphaned.

Wells in future utility may be at a higher risk of becoming orphaned.

Conservation agrees with the recommendations related to this finding. Conservation’s previous
review of this issue came to a similar conclusion, but also recognized that such wells have value
both from potential new production under a new operator willing to deepen or re-work existing
wells and from potentially minimizing the environmental footprint of production by reducing the
need for drilling new wells. As part of the study Conservation will conduct in accordance with
HCR 102 of 2014, new rules will be considered to better manage inactive wells in a way that
does not create unintended consequences that could lead to a larger population of wells declared
orphaned.

Recommendation 17: OC should develop a specific timeframe for how long an inactive
well can remain_in future utility status, including how often and under what circumstances
extensions will be granted.

Conservation agrees with this recommendation. Conservation does believe it is good policy to
work with operators making good faith efforts to either bring wells back into production or plug-
and-abandon, to ensure the best chance that operators plug such wells without them having to be
moved into the OSR program as orphaned wells. A standard operating procedure is being
developed to establish methods for tracking schedules of abandonment and extensions. In
addition, as funds for upgrading the SONRIS system become available, Conservation’s goal is to
create an automated tracking system to better manage inspector workload for inspections and
extension timeframes.

Recommendation 18: OC should consider requiring additional financial security or
charging a yearly fee for wells in future utility status because the longer a well is in this status,
the higher the likelihood that it will be abandoned.
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Conservation agrees with this recommendation. While fee increases require legislative approval,
the issue of making use of financial security as a tool for managing inactive and future utility
wells is an important consideration for further review, and will be part of the study conducted in
accordance with HCR 102 of 2014 to ensure that actions taken do not create unintended
consequences that could lead to a larger population of wells declared orphaned.

Because OC did not always effectively regulate oil and gas wells, the current orphan well
population may grow in the future. Because it changed its focus to plug urgent and high
priority orphaned wells, OC is unable to reduce the total population of orphaned wells
Conservation agrees with the recommendations related to this finding. In considering orphaned
wells, it should be noted that orphaning is an enforcement action taken by Conservation, and, in
and of itself, is evidence of forceful regulation. Orphaning is the most severe regulatory step
Conservation can take to either motivate operators to comply with regulations or stop the
operations of non-responsive operators — depriving operators of the equipment and infrastructure
in which they invested, in addition to lost production revenue. The OSR program has cleared the
majority of the highest-priority well sites, and all remaining high-priority sites currently on the
OSR list are expected to be plugged within the next few years, allowing the OSR program to
return to its previous higher rate of plug-and-abandon projects completed per year.

Recommendation 19: OC should ensure that it conducts inspections to

prioritize orphan wells within 90 days as required.

Conservation agrees with this recommendation. A standard operating procedure is being
developed to establish methods for tracking schedules of inspections. In addition, as funds for
upgrading the SONRIS system become available, Conservation’s goal is to create an automated
tracking system to better manage inspector workload for site visits. In the meantime,
Conservation will utilize existing technology to improve in this area and will evaluate the policy
on the appropriate timing to establish priority of orphaned wells.

Recommendation 20: OC should ensure that it conducts required routine inspections as
required.

Conservation agrees with this recommendation. A standard operating procedure is being
developed to establish methods for developing inspection schedules and to establish baseline
procedures for inspectors to follow in conducting inspections. As suggested in the audit report,
Conservation will adopt a more risk-based approach for scheduling inspection of wells, including
those in the OSR program. In the meantime, Conservation will utilize existing technology to
improve in this area.

OC has not used $1.5 million in financial security collected from operators who orphaned
wells.

Recommendation 21: OC should use available funds from its escrow account to plug the
orphaned wells that had financial security.

Conservation agrees with this recommendation. Orphaned wells are plugged based upon their
priority ranking on the prioritization list approved by the Oilfield Site Restoration Commission.
To date, no wells covered by financial security have met the priority requirements to be plugged
by the OSR program. Conservation is exploring legal avenues for addressing wells with financial
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security escrow accounts in OSR bid packages for higher-priority wells to ensure funds are
expended effectively.

In closing, I would once again like to thank the members of the audit team for their efforts and
their recommendations.

With kind regards, I am

Very truly yours,

James H. Welsh
Commissioner of Conservation

JHW/dsw
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APPENDIX B: SCOPE AND METHODOLOGY

We conducted this performance audit under the provisions of Title 24 of the Louisiana
Revised Statutes (R.S.) of 1950, as amended. We conducted this audit in compliance with R.S.
24:522, which directs the legislative auditor to complete and publish at least one performance
audit for each executive department agency within a seven-year period. The purpose of this
audit was to determine if the Office of Conservation (OC) effectively regulated oil and gas wells
to ensure operators comply with regulations. Specifically, we focused on OC’s permitting
(financial security requirements), monitoring, and enforcement processes. We also determined
whether OC is effectively managing wells already orphaned. We primarily used Strategic Online
Natural Resources Information System (SONRIS) data from fiscal years 2008 to 2013. The
audit objectives were as follows:

Objective 1: Has OC effectively regulated oil and gas wells to ensure that operators
comply with regulations?

Objective 2: Has OC effectively managed the current population of orphaned wells?

This performance audit was conducted in accordance with generally accepted
government auditing standards issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audit to obtain sufficient, appropriate evidence to
provide a reasonable basis for our findings and recommendations based on our audit objectives.
We believe the evidence obtained provides a reasonable basis for our findings and
recommendations based on our audit objectives. To answer our objectives, we reviewed internal
controls relevant to the audit objectives to mitigate the risk of inaccurate data and performed the
following audit steps:

. Researched Louisiana Revised Statutes, Administrative Code, Executive Budget
documents, and DNR’s website to understand OC’s legal authority, role in the
regulation of oil/gas and orphaned wells, and policies and procedures as it relates
to regulation of oil/gas wells and orphaned wells.

. Interviewed DNR and OC staff to obtain an understanding of the policies and
procedures and practices related to oil and gas regulation and orphaned wells.

o Interviewed OSR Commission members and other stakeholders to understand the
role of the Commission as it relates to orphaned wells.

. Interviewed Conservation Enforcement Specialist staff in all three districts and
accompanied them on site visits and inspections of oil and gas wells.

. Obtained and analyzed data from DNR’s SONRIS to determine if OC adhered to
its policies and procedures. Assessed the reliability of this data using
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reasonableness tests and sample testing. Also evaluated input controls over
SONRIS. When we identified reliability issues with data, we either eliminated
the unreliable data from our analysis, corroborated the data with documentation,
or disclosed the limitations of the data.

. Evaluated OC’s financial security requirements, including comparing amounts to
actual project costs and to other states.

. Obtained and analyzed inspection data including whether inspections and re-
inspections were conducted as required.

. Obtained and reviewed well test data to identify non-producing wells and
reviewed OC’s processes for identifying inactive wells.

. Obtained well history data to evaluate the history of oil and gas wells over time,
specifically the history of currently orphaned wells.

. Obtained compliance order and penalty data and determined whether compliance
orders were issued for violations.

. Selected nine states that were listed as top oil and gas producers in October 2013
by the US Energy Information Administration to compare their regulation of oil
and gas and also of orphaned wells to Louisiana’s. These states include Texas,
North Dakota, California, Alaska, Oklahoma, New Mexico, Pennsylvania,
Wyoming, and Colorado. We researched and contacted these states to understand
their policies and procedures as it relates to permitting, financial security,
inspections, enforcement, and orphaned wells.
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APPENDIX C: BACKGROUND

Office of Conservation Overview. The Office of Conservation (OC) is created through
Revised Statute (R.S.) 30:1 and is directed by the Commissioner of Conservation
(Commissioner), who is appointed by the governor. State law authorizes OC to regulate the
exploration and production of oil, gas, and other natural resources, and thereby protect public
health and the environment. In fiscal year 2014, OC had 38 authorized Conservation
Enforcement Specialist positions and a budget of $20,276,229.

Orphaned Wells. The Oilfield Site Restoration (OSR) Program was created in 1993
within OC through the Oilfield Site Restoration law (R.S. 30:80 et seq.) to address the growing
problem of unrestored orphaned oilfield sites in Louisiana. Orphaned wells are abandoned oil
and gas wells for which no responsible party can be located, or such party has failed to maintain
the well site in accordance with state rules and regulations. As of January 2014, there were
2,905 orphaned wells in Louisiana. The focus of the OSR Program is to properly plug and
abandon orphaned wells and to restore sites to approximate pre-well site conditions. Program
oversight is provided by the OSR Commission, consisting of 10 members. Funding for the OSR
Program is entirely generated from a fee on oil and gas production in the state ($0.015 per barrel
of oil and condensate and $0.003 per thousand cubic feet of gas produced) deposited into the
OSR Fund. As of January 2014, the OSR Fund contained $5,980,182.

Potential Environmental Effects. Wells that are not in compliance with regulations,
wells that are leaking, and wells that are not properly plugged and abandoned pose significant
environmental risks, such as contamination of ground or surface water, spillage into the
surrounding environment, contamination of other oil and gas formations, and interference with
future agricultural use of the surrounding areas. According to the Interstate Oil and Gas
Compact Commission, “wells can pose both physical and environmental hazards, because
hydrocarbons, salts, and ground water migrate. An unplugged well creates a conduit allowing
these materials to mingle, either contaminating underground aquifers and water wells or seeping
to the surface to contaminate fields, waterways, or ponds. As unplugged wells deteriorate over
time, they can cave in on themselves or give way to unsuspecting animals or humans.” In
addition, unplugged and abandoned wells can be potential hazards to public safety. For
example, wells located in water can act as navigational hazards to boat traffic, as demonstrated in
2010 when a barge collided with an orphaned well in Barataria Bay resulting in approximately
7,000 gallons of oil spilled.

OC Regulatory Processes. Exhibit 21 outlines how these activities are used to regulate
oil and gas wells, including the responsibilities of OC and operators.

C.1



Oil and Gas Regulation and Orphaned Wells

Appendix C

Exhibit 21

Overview of Regulation of Oil and Gas Wells

Stage of Well

Pre-Drilling

End of
Production

Operator

Office of Conservation (OC)

N

Y

Files an Organization Report with OC
prior to the date of initial operation and
annually thereafter.

e Applies for permit to drill through OC.

(.

Processes and issues permit to drill if \
application is complete

May require financial security on well if
operator is new or has history of
noncompliance.

J

Begins drilling operations. ) (o Inspects drilling process and is present
when drilling tests are conducted.
e  Issues a daily allowable to produce.
. J \\ J

Submits monthly production reports to \
OC.

. Submits production potential tests.

. Reports well on inactive report if inactive
for 6 months.

~N

Routinely inspects wells to ensure
compliance with Statewide Order 29-B.
Uses enforcement actions to gain
compliance from non-compliant operators.
Audits production reports against

k ) \ transportation reports. )
(- Classifies inactive wells as either having ) (. Must periodically review wells classified a?
future utility or no future utility. having future utility.
e Plugs and abandons well within 90 days if e Inspects plug and abandonment of inactive
no future utility. well by operator.
. J \\ J

( Operator fails to maintain well in \
compliance with rules and regulations.

- /

( OC declares well site to be orphanem
no responsible party can be located, or

plugs and abandons orphan wells and
\ returns them to pre-well site conditiy

such party has failed or is financially

unable to undertake actions ordered by

the Commissioner and the well either:

0  Was not plugged or maintained in
accordance with rules and
regulations or

0  Constitutes a danger to public
health, the environment, or an oil
or gas strata.

Through the OSR Program, properly

Source: Prepared by legislative auditor’s staff using information gathered from OC.
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APPENDIX D: OTHER STATES’ FINANCIAL SECURITY

REQUIREMENTS

State
(Date First Type(s) Individual Securities Blanket Securities
Required)
Surety Bond; Personal Bond; Performance Not less than $100,000 unless the
Alaska Bond; Cash Deposit; Letter of credit; applicant demonstrates the cost of | > $200,000 for all wells
(1958) Certificate of deposit; Bid bond well plugging is less than $100,000
Between $100,000 and
California Indemnity bond, Certificate of Deposit, $15,000 < 5000 feet; $1 million; dependent
Cash, Surety Bond $20,000 < 10,000 feet; upon number of wells
(1931) ’ $30,000 > 10,000 feet and the number of idle
wells
Bond or other surety instrument, Cash, $10,000 < 3,000 feet;
Letter of credit; Certificate of deposit; $20,000 > 3,000 feet $60,000 for less than 100
Colorado Certificate of Insurance, Escrow account or If operator has excess 1nactive wells; $100,000 for more
(1951) sinking fund; Lien or other security interest wells, the amount increases by than 100 wells
in real property or financial statements $10,000 to $20’0(ﬁ) *for each excess
well.
$1 foot < 3,000 feet; .
ici Certificate of deposit; Performance bond, peee = $25,000 to $2.5 million,
Louisiana ’ ; ’ $2 per foot (3,001'-10,000"); dependent on number of
(2000) Letter of credit .
. wells and locations
$3 per foot (> 10,000")
$5,000 plus $1 per foot of
New Mexico Cash, Letter of credit, Security interest, projected well-depth in some
(1935) Surety and/or performance bonds counties, $10,000 plus $1 per foot $50,000 for all wells
of well depth in others
North Dakota | A surety bond, Cash bond or other form $50,000 per well $100,000 for all wells

(1941)

deemed acceptable by the commission

Oklahoma
(1922)

Financial statement proving a net worth of
over $50,000 verifiable by financial
institutions; Surety bond; Letter of credit;
Cash; Certificate of Deposit; Bank joint
custody receipt; "Other approved negotiable
instrument”

Oklahoma does not distinguish between blanket and individual
securities - the amount is $25,000 regardless of the number of
wells, though this can be raised or lowered at the department's

discretion.

Pennsylvania
(1985)

Bonds (Surety, Performance, Negotiable,
Zero Coupon); Cash; Certificates of
Deposit; Automatically irrevocable letters
of credit

$4,000 or $10,000
per well, dependent
upon depth

From $35,000 and up to $600,000,
dependent upon well depth and number
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State . » i
(Date First Type(s) Individual Securities Blanket Securities
Required)
Performance bonds; Letters of Credit; Cash $25,000 - $350,000.’ dependent upon
Texas o . L $2 per foot of well numbers and locations (the amount
Deposit; Well-specific plugging insurance . . .
(1983) li depth could potentially be higher if operator
polIcYy has multiple inactive wells)
Wyoming Performance or Surety Bond; Cash; $10,000 < 2000 feet; | $75,000 for all wells, unless a blanket
(1951) Certificate of deposit; Letter of credit $20,000 > 2000 feet bond of $25,000 was posted for wells

drilled prior to July 1, 2000

*An operator has excess wells if its inactive well count exceeds the operator’s financial assurance amount divided by $10,000 for
inactive wells less than 3,000 feet deep or $20,000 for inactive wells greater or equal to 3,000 feet deep.
Source: Prepared by legislative auditor’s staff using data from other states and from GAO’s 2010 report, Oil and Gas Bonds.
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